AUSTRALIA: COMMENTARY

1999 in review

Overview

1999 was another strong year for the Australian economy. Real GDP increased by more than four per cent for the fourth successive year. Strong contributions to growth came from all areas of investment and consumer spending. Inflation increased but remains below the Reserve Bank's target level, while the unemployment rate fell. The balance on current account deteriorated. However, there were signs of improvement at the end of the year.
The key policy issue for 1999 was taxation reform, particularly the introduction of a Goods and Services Tax (GST) in July 2000.
GDP and its components

In 1999 real private consumption grew by 4.4 per cent, in line with the rate of growth of real household disposable income. The reasons for strong consumption growth can be traced through to a number of factors, including:

· low real interest rates that have led to an increase in the proportion of consumption financed by borrowing; 

· a wealth effect, reflecting strong growth in equity prices; and
· 
· strong growth over the past two years in housing investment, which carries with it, increased demand for consumer durables such as carpets, curtains and whitegoods. 

The growth rates of household and business investment slowed in 1999 to about half their respective rates in 1998. Private dwelling investment increased by around 4.5 per cent, while real business investment grew by about 2.5 per cent. Recent forward indicators for the housing market, however, indicate that dwelling investment will rise substantially in the lead up to the GST. Private home approval numbers at the end of 1999 were 27.1 per cent higher than at the end of 1998 and finance for new and newly constructed dwellings was 22.6 per cent higher. It is estimated that the GST will raise the price of building or renovating by over five per cent. 
The slowdown in business investment has been most marked in the area of non-dwelling construction, which fell by around ten per cent in 1999 after increasing by 14.6 per cent in 1998. Activity in this area has slowed as projects finish off ahead of the Olympics, as a boom in Sydney and Melbourne office building draws to a close and as some large mining projects near completion. By contrast, real investment in machinery and equipment increased in 1999 after falling in 1998. Large gains in profits in 1999 have clearly dome much to reinvigorate machinery investment, as has the (continuing) low cost of credit.
Balance on current account

In 1999 the volume of exports increased by 3.9 per cent compared with a rise of 7.7 per cent in the volume of imports. This deterioration in the balance between export and import volumes, along with a fall in the terms of trade, has seriously eroded the balance on trade account. In 1998 Australia had a trade deficit worth about 2.5 per cent of GDP. In 1999 this had widened to over four per cent. Most of the trade-account deterioration occurred in the first half of the year. In the second half, export volume growth picked up significantly, aided by the turnaround in Asia, a substantial increase in natural resource capacity, and favourable seasonal conditions in the rural sector (leading to a 10 per cent rise in farm exports for the year as a whole). Import volumes grew strongly throughout the year. Some of the increased imports were of capital goods used as a defence against possible Y2K problems; for many small businesses, the main defence simply took the form of replacing all their PCs.
As a per cent of GDP, the deficit on current account increased from 4.9 per cent in 1998 to 5.6 per cent in 1999. All of this increase can be attributed to the deterioration in the trade-account balance. The other major component of the current account, the net-income balance, remained steady as a per cent of GDP in 1999.
Employment

The unemployment rate continued to respond to strong GDP growth in 1999, with the rate finishing the year at 6.7 per cent. For the year as a whole, the unemployment rate averaged 7.2 per cent, compared with an average of 8.0 per cent in 1998. The current (January 2000) rate is 7.0 per cent. Other statistics confirm that significant progress is being made in reducing unemployment: surveys of skilled vacancies in 1999 indicate that they are around 13 per cent higher than in 1998; and the average number of hours per week worked as overtime has increased. 
Inflation

CPI-inflation in 1999 was 1.5 per cent, compared with 0.9 per cent in 1998. This is the third successive year that inflation has been below two per cent. Contributing significantly to the trend of low inflation has been strong productivity growth accompanied by subdued rises in nominal unit labour costs. The inflation pick up in 1999 was driven mainly by strong growth in housing and petrol prices. There are also signs that demand pressures are feeding into inflation via rising profit margins. Material input prices increased in 1999 for the first time in two years. Although much of this increase can be attributed to rising fuel prices, some can be attributed to increased margins. 
Financial markets

Rises in global short rates have spread to Australia. At the end of 1999, the 90-day bank bill rate was 5.0 per cent, compared with a rate of 4.8 per cent in June. Markets seem to have factored in another increase of around 0.75 of a percentage point over the first six months of 2000 (a 0.5 percentage point increase has already occurred). 


The Australian dollar has drifted down in value against the US dollar and most European currencies during the past three months. However, on a trade-weighted basis, the dollar's value has changed little since early in 1999. In January 1999, the $US/$AUS rate was 0.61 US cents. In August it had risen to 67 US cents due to an improvement in commodity prices and a positive re-assessment of Australia's inflation potential. Thereafter, increases in US interest rates relative to Australian interest rates have resulted in a modest fall. Currently the rate is around 62 US cents. In trade-weighted terms, the value of the Australian dollar increased through the year, from an opening index value of 54.0 to a current value of around 56.5. 

Fiscal and monetary policies

Setting of the overnight money market cash rate is the principal tool of monetary policy in Australia. Official interest rates remained steady throughout 1999. This brought to an end the series of official cuts that had started in the second half of 1996 and which has seen real short-term interest rates falling to their lowest level since the end of the 1960s. In January 2000, official interest rates were increased by 0.5 of a percentage point, in line with rates overseas. The most likely scenario for 2000 is that rates will rise another 0.25 percentage point before June, the start-up date for the GST. Further adjustments will then depend on the economy's reaction to the GST and whether the once-off jump in prices will flow into a generally higher level of inflation. Another factor will be the external situation, especially movements in US rates and the timing of any US sharemarket correction. 
Fiscal policy during 1999 might best be described as neutral. Tax and benefit rates were largely unchanged and changes to the size of the federal government’s workforce continued as planned. In July 2000, the Federal government will introduce a goods and services tax (GST) with offsetting cuts in income tax rates. Almost $13 billion of income tax cuts will come into effect over the year, producing a fall in the average rate of labour income tax from about 24 per cent to just over 20 per cent. This will be funded from accumulated surplus; the change in tax mix is expected to be largely revenue neutral.
Outlook for 2000 and 2001 


We expect GDP growth in 2000 to fall to 3.4 per cent. The major factors underlying this forecast of a decline in GDP growth are:

· a further reduction in 
· dwelling investment growth (growth of 1.4 per cent, compared with 4.2. per cent growth in 1999). Recent data on housing starts and mortgage approvals indicate that housing investment will surge prior to the introduction of the GST. However, we assume that this will be reversed in the second half of the year. Thus with interest rates rising over the first half of the year, we are forecasting a reduction in dwelling investment growth in 2000.
· a fall in real business investment (we are forecasting a fall of 3.0 per cent in 2000 compared to growth of 2.5 per cent in 1999). This forecast is consistent with the latest data from the Australian Bureau of Statistics’ survey of business investment intentions. 
Partly offsetting these negative factors, we expect:

· higher private consumption growth (5.1 per cent in 2000 compared to 4.4 per cent in 1999). This largely reflects the boost to disposable income afforded by the income tax cuts in July. Experience from New Zealand and Canada shows that retail spending jumps when a GST is introduced or when GST rates increase. It is expected that spending on clothing and shoes, leisure goods and leisure services will increase significantly in the first half of 2000. This will more than offset delays in spending on luxury items such as cars, TVs and white goods.
· an improvement in the balance between export volumes and import volumes (export volumes are expected to grow by 11.5 per cent compared to 3.9 per cent in 1999, while import volumes are forecast to grow by 3.6 per cent compared to 7.7 per cent in 1999). Agricultural export volumes are forecast to continue to grow strongly in 2000, with very good prospects existing for service exports (including tourism) due to a more positive outlook in Asia and to the Olympics. The forecast slowdown in import growth is in line with the slowdown in import-intensive areas of demand such as equipment investment.

We expect little change in Australia's terms of trade in 2000. Thus the forecast improvement in net trade volumes is expected to lead to a slight narrowing in the current-account deficit, both in US dollars and as a percentage of GDP. 

The forecast for CPI-inflation in 2000 is 4.4 per cent. The consensus among forecasters is that the GST will add between 2.5 and 3.0 per cent to consumer prices in 2000. 

For 2001, we are forecasting a further decrease in real GDP growth (to 2.9 per cent), little improvement in the current account deficit (to remain at 4.4 per cent of GDP), and a fall back in CPI-inflation (to 2.5 per cent).

Uncertainties

· The GST and inflation. What impact will the GST have on the economy? Recent analysis by the Centre of Policy Studies suggests that in the twelve months following implementation: the CPI will increase by 2.5 per cent relative to control (i.e. relative to the level it would otherwise have been); employment will increase by 0.4 per cent, real GDP by 0.3 per cent and real private consumption by about one per cent. This analysis assumes that in making wage bargains workers think in terms of real after-tax wage rates, meaning that their wage demands would be moderated by the income tax cuts which are part of the GST package. However, what if workers bargain in real before-tax terms? This would make income tax cuts irrelevant to short-run wage negotiations. Under these circumstances, implementation of the GST would generate a short-run jump in wage rates in line with the GST-induced jump in consumer prices. In response, interest rates would rise, leading to a much less optimistic outcome for employment, GDP and consumption than outlined above. 
· Japan falls back, followed by China, resulting in a second round of upheaval in South East Asia. We still see this as a possibility. If it were to occur, then Australia’s current account deficit would move further into deficit in both 2000 and 2001 than is currently forecast. The impact on real GDP, employment etc. would depend on the extent of the Japanese collapse. Certainly it would have detrimental effects on our terms of trade and on required rates of return in Australia. If the effects on these variables were mild, as was the case in the recent Asian crisis, then Australia will come out largely unscathed. However, more severe effects could lead to a recession.
· Oil prices. $US crude oil prices doubled through 1999, adding almost half of a percentage point to world inflation. In our forecasts we have assumed that the price of oil will remain steady through to the middle of 2000, before declining. This is an optimistic view. If oil prices were to continue to rise in 2000, interest rates here and overseas would rise above forecast levels, with the obvious negative implications for investment, employment and real GDP.
Australia: Forecasts for 1999 and 2000 and other data(a)

Variable
1998


1999
2000


2001

Increase in real GDP
4.8
4.2
3.4
3.2


Increase in real private consumption
4.1
4.4
5.1
2.7


Increase in real private dwelling investment
10.8
4.2
1.4
0.0


Increase in real private business investment
6.4
2.5
-3.0
10.2


Increase in real public final demand
0.2
5.3
-0.5
5.5







Increase in consumer prices
0.9
1.5
4.4
2.5







Increase in real exports
-0.1
3.9
11.5
7.1







Increase in real imports
6.0
7.7
3.6
9.8







Current Account balance ($US Billions)
-18.1
-21.8
-19.7
-22.1







Current Account balance as per cent of GDP
-4.9
-5.6
-4.6
-4.6







Contributions to real GDP growth












Increase in real GDP
4.8
4.2
3.4
3.2


Private consumption


3.0
1.5


Private investment


-0.3
1.2


Government (incl. stocks and stat. disc.)


0.0
0.1


Net exports


0.7
0.1







Supplementary data












Short interest rate (year-ave)
4.9
4.7




Long interest rate (year-ave)
5.6
5.8




Population growth 
1.1
1.2




Fertility rate 
1.8
1.8




Labour supply
1.3
1.4









Stance of monetary and fiscal policies






Monetary policy


deflationary
neutral


Fiscal policy


inflationary
neutral







(a) Some of these forecasts are based on forecasts in ACCESS Economics Five Year Business Outlook, December quarter 1999.

Time series for real GDP per person employed over the 1990s


1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

Level of ratio*
0.0563
0.0570
0.0587
0.0607
0.0619
0.0616
0.0635
0.0656
0.0674
0.0687

Percentage change
2.0
1.2
3.1
3.3
2.0
-0.4
3.1
3.3
2.7
1.9

* Ratio is in units of $million/000 persons.
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